Previous research suggests that credit rating announcements by Moody's are anticipated by participants in the credit default swap market. In particular, it is argued that downgrades and negative outlook reports do not contain significant information, but there seems to be anticipation of both types of ratings announcements. In this paper, we examine credit default swap spread changes conditional on a ratings announcement for European reference entities. For our sample of J.P. Morgan Trak-X Europe companies, we find evidence that downgrades and negative outlooks do contain significant information, but find no evidence that announcements are anticipated by participants in the credit default swap market. Additionally, we find evidence that CDS spreads initially do not fully adjust to the information in positive or stable outlook reports resulting in significant post-announcement day effects.
Introduction
Credit derivatives are bilateral contracts that stipulate a payment from one party to another in case a so-called credit event, such as default, occurs. The potential payer is compensated with a fee, the credit spread. Credit derivatives have been first introduced in the United
States at the beginning of the 1990s, however, the European credit derivative market has followed suit and its emergence is forecasted to affect the mode that European companies deal with credit risk and raise capital. Analysts believe that European corporations will transform their historically loan-based funding into a more capital market oriented mode of raising capital. Credit derivatives have also affected the attitude that investors, primarily banks, have towards their position. Whereas in the past, European banks, especially German banks, used to pursue a "buy-and-hold" strategy, they now increasingly changed to an "underwriting-and-distribution" approach. Banks do not longer hold their positions until they mature but rather trade them in secondary markets. Managing the related credit risk is therefore very important and the emergence of credit derivatives has facilitated this transformation of the stance that market participants have towards their investments. Credit derivatives exist in a wide variety of forms, yet credit default swaps (CDS) represent the largest segment of this market. This relatively new financial instrument can be defined as a contract between two counterparties, in which one party, the protection seller agrees to make a payment to the protection buyer conditional on a credit event in exchange for a predetermined fee. There is no payment made to the protection buyer in absence of a credit event. The protection seller has no obligation if no credit event occurs. The credit event is commonly related to an asset that is held by the protection buyer.
Previous research has extensively investigated the relationship between credit rating changes and bond or stock price changes. However, the empirical evidence regarding anticipation of different types of rating announcements by the market is mixed. In one of the first studies, Katz (1974) looks at the reaction of bond prices to rating reclassifications.
He finds evidence for anticipation before decreases. Wansley et al. (1992) and more recently Dynkin et al. (2002) confirm that bond prices decrease during the period before and after the announcement of a downgrade. In a recent study, Steiner and Hanke (2001) conclude that negative reviews and downgrades result in negative bond returns after the announcement, but find no effects for positive reviews and upgrades. In general, empirical studies that have looked at the relationship between stock returns and credit ratings find similar results (e.g Hand et al. (1992) , Goh and Ederington (1993) and Goh and Ederington (1999) ). In particular, Pinches and Singleton (1978) and Holthausen and Leftwich (1986) find evidence for the anticipation hypothesis of rating announcements. In a very recent study, Hull et al. (2004) find that credit rating announcements by Moody's are anticipated by participants in the credit default swap market. In particular, downgrades and negative outlook reports do not contain significant information, but there seems to be anticipation of both types of ratings announcements.
In this paper, we investigate the affect of credit rating related information on the spread levels of credit default swaps in European capital markets. Credit rating actions will be extensively analyzed according to the type of rating announcement, the risk category and the degree of credit rating action. Moreover, the spread will be analyzed conditionally to previous information on the rating and whether a rating action alters the risk category of the underlying reference entity. The remainder of the paper is arranged as follows. The following Section discusses the data. In Section 3, we conduct empirical tests and provide the empirical results. Finally, Section 4 concludes.
Data
As a research sample, all reference entities included in the TRAC-X Europe index of J.P.
Morgan were chosen
1 . It is the successor of J.P. Morgan's JECI and Morgan Stanley's synthetic EURO Tracers (J.P. Morgan (2003) ). It offers investors a diverse and liquid vehicle for managing exposure to the European credit market. TRAC-X Europe is comprised of 100 major companies from virtually all business sectors. All reference entities included in the index are weighted equally in order to facilitate a simpler and more transparent product. The composition is based on liquid credit default swaps rather than liquid cash bonds to assure an optimal exposure to the credit market. All corporations are of investment grade according to definitions by both Standard & Poor's and Moody's, which means they are rated BBB-/Baa3 or higher. All 100 reference entities that were included in our sample are listed in Table 1 .
[ Table 1] As variable of interest, the credit default swap spread of the TRAC-X companies was chosen. We use market data supplied by J.P. Morgan, one of the leading players in the CDS market. Concerning the maturity of the CDS contracts, we used the most popular five-year term contracts. The CDS quotes used in the sample were all for senior unsecured debt issued by the reference entities. Daily CDS quotes were used in the analysis ranging from Information concerning the performance and financial strength of companies is released on a frequent basis. Over the past years, the importance of assessing the financial strength and creditworthiness of a company increased dramatically, especially in Europe.
Rating agencies release a great variety of information, among others credit ratings that measure the faith concerning the ability to repay debt. In our study, we examine information released by the rating agency Moody's concerning the creditworthiness of the sample companies and its effect on CDS spreads. All data concerning the rating actions was extracted from the Moody's website and from Bloomberg's credit profiler. In general, it can be differentiated between two types of events, mainly positive ones and negative ones.
Positive events are classified as upgrades, positive outlook reports and stable outlook reports 2 . Negative events are downgrades and negative outlook reports. In total 188 events could be observed during the 3 years time period. The distribution of events was somewhat biased towards negative announcements concerning the creditworthiness of sample companies. 70 negative outlook reports were observed along with 57 actual downgrades being issued. Positive events are comprised of 51 positive/stable outlook reports and 10 upgrades actually taking place.
Downgrades were analyzed more thoroughly. At first, the degree of downgrade was differentiated. Events were defined as 1-notch downgrades and 2/3-notch downgrades 3 . We are interested in the relationship between the intensity of a downgrade and the change in the CDS spread. Moreover, events were distinguished according to whether a category dismissal occurred with the announcement. This means that a downgrade moved a reference entity to a lower credit risk class. A 1-notch downgrade from A3 to Baa1 would be an example of such a category dismissal. Furthermore, it was analyzed whether the CDS spread change would be different depending on whether a negative outlook report had been published before the actual downgrade.
Empirical Tests
In our analysis, events are defined as rating actions by Moody's and the impact variable is the CDS spread of the sample reference entities. At first, the time around an event was divided into two time periods, one control period and one event period. We assumed the control period to be 60 business days. It ranges from day 70 until day 11 before the actual event occurs. The control period was chosen to explicitly examine and compare the actual impact of the announcement on the CDS spread around the announcement period. Next, the event period had to be defined. We would like to examine the effect before and after an actual announcement had taken place. Therefore, three event periods were defined. The first event period is the pre-period and it lasts from 10 days to one day before the credit rating action. The second event period is the post-period, which lasts from one day to ten days after the announcement. The particular choice of the event period was motivated by previous studies. For example, results by Steiner and Heinke (2001) suggest that the period right before and after the announcements was the most informative one. Finally, the day on which the news hit the market was examined by comparing the return over the control period and the return on the announcement day.
In order to make the change in the spread comparable across risk classes and across different rating actions, the percentage changes of the individual company's CDS spreads were calculated for all days covering the time frame of the study. In a next step, we adjust the spread by subtracting the average daily percentage change of CDS spreads within a particular investment grade category. Doing this has the advantage to eliminate for extraordinary changes in CDS spreads that affect all companies in the sample in the same way. Sometimes, macroeconomic events occur that disrupt capital and credit markets. The terror attacks of 11 th September or interest rate shifts are examples of such news or events that affect the CDS spreads of all reference entities. Table 2 presents the results for spread changes conditional on rating events. The Table reports the average change in the adjusted CDS spread during the pre-/postannouncement period or on the event day. It is indicated if the mean change in the adjusted CDS spread over a particular announcement period significantly differs from the mean change over the control period. Since the number of upgrades over the whole sample period was relatively small (10 upgrades in total), the (insignificant) results for upgrades are not reported.
[ Table 2 ]
The release of information concerning the creditworthiness of a company does certainly influence the CDS spread. A negative (positive/stable) outlook report does lead to an increase (decrease) in the credit default swap spread. The results are significant at the 1% or 5% confidence level, respectively. Therefore, we do not find an asymmetry in the market's reaction to positive and negative announcements, but confirm previous findings regarding the information content in rating changes. However, we find different announcement effects that are in contrast to Hull et al. (2004) . First, our results suggest that the actual downgrade still contains significant information. Second, the different types of announcements are not anticipated by the market. Third, the market seems to underreact only to positive news and as a result, we find a significant post-announcement effect for positive or stable outlook reports. On the announcement day, only the negative news is fully incorporated in the spread, but it takes some days until the CDS spread fully adjusts to positive news. This asymmetry in the CDS market's reaction has not documented before.
[ Table 3 ] Table 3 reports individual results for the particular rating categories. Regarding negative events, we find that a negative outlook report has the largest impact on the CDS spread for companies in the category Aaa/Aa or A. On the other hand, the effect of a downgrade is most significant for a Baa rated company, most likely because of a possible category dismissal below an investment grade. It is always surprising that the percentage change for negative outlook reports is larger than that of downgrades. Intuitively, one would suggest that a downgrade represents a stronger concern about the creditworthiness of a reference entity than a negative outlook report. A possible explanation could be that downgrades are often preceded by negative outlook reports and that credit analysts incorporate a possible future downgrade in the price adjustments for negative outlook reports.
Our results suggest that the actual downgrade contains significant information beyond the information content in negative outlook reports. Therefore, we further investigate the announcement day effects of all downgrades, differentiating between 1-notch downgrades and 2-notch downgrades, category dismissals and downgrades that were preceded by negative outlook reports. To the best of our knowledge, ours is the first research to conduct those additional tests on CDS spreads. Table 4 reports the differences in the mean adjusted spreads for the additional tests.
[ Table 4 ]
The effects of a 2-notch downgrade are obviously much stronger than the effect of 1-notch downgrades. On average the impact of a 2-notch downgrade on the CDS spread is highly significant and more than 6 times higher than the one for 1-notch downgrades. A category dismissal is defined as a downgrade that results in a shift concerning the rating class for the respective reference entity. Across the whole sample of 57 observations, we find 26 downgrades that resulted in a category dismissal. The mean adjusted CDS spread changes of those 26 downgrades are significantly different and on average 4% larger than the ones that resulted in no category dismissal. This result is in line with earlier studies like Hite and Warga (1997) on bond returns or Goh and Ederington (1999) on stock returns. Finally, we couldn't find significant differences in mean CDS changes on the announcement day between companies that experienced a negative outlook report during the control period 8 compared to others. This was done to examine whether the announcement effect for reference entities that experienced no warning right before the actual downgrade was announced, had a stronger effect than companies that were not subjected to this kind of event. Interestingly, this result suggests that both negative events, the negative outlook report and the actual downgrade, are considered independent events by the market.
Conclusions
In this paper, we investigate the affect of credit rating related information on the spread anticipated by the market. Third, we find a significant post-announcement effect for positive or stable outlook reports. Fourth, the impact of a 2-notch downgrade or a category dismissal on the CDS spread is very pronounced. Fifth, negative outlook reports and the actual downgrades are considered independent events by the market. The differences may be partly due to the relative youth of the European market for credit default swaps.
Table 2
The Table 3 The Table 4 The Table reports the difference in the mean change in the adjusted CDS spreads on the announcement day for all downgrades and the particular events. "2-notch downgrade" refers to the effect of a 2-notch downgrade compared to a 1-notch downgrade. "Category Dismissal" refers to the effect of a downgrade that results in a shift from one rating category in another. "Preceding Negative Outlook Report" refers to the effect of a downgrade of a company that was preceded by a negative outlook report during the control period. * and ** indicate that the adjusted CDS spread changes are different at the 5% and 1% confidence level, respectively. 
